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BACKGROUND 

This invention relates to managing investment assets. 

Individual investors holding assets such as income producing real estate must manage the 
assets efficiently or risk losing value relative to well-managed assets. Well-managed properties 

5 may offer limited opportunity for high levels of appreciation. Real estate asset values can be 
enhanced by physical improvements, refurbishment and efficient management, making them 
more attractive to rent payers. However, a well-managed and already refurbished property may 
offer less opportunity for value enhancement, limiting the asset value growth potential to the 

O general overall rise in real estate values. 

igh Older and retired investors often have cash needs that are different from those of younger 

investors and are more likely to need a way to convert portions of their holdings into cash. 
Co Partial liquidation of holdings is frequently not a viable option. Such investors face significant 
fj^J tax liabilities upon the gain realized from the sale of their properties. Continuing to hold 

properties that have been refurbished and which are well managed and renting at market rates 
1&J limits their opportunity for greater investment growth. 

Diversification of investments can reduce the risk to which an individual investor is 
O subject. That diversification may be accomplished by pooling the investments of several 
investors. 

Tax on the gain (excess of the selling price over the tax basis) that is otherwise payable 
20 upon the disposal of the asset can be postponed by tax-deferred exchanges such as provided 
under section 1031 of the Internal Revenue Code. 

Finding appropriate properties for which an individual investor's asset may be exchanged 
can be difficult. An investor may find the available selection of properties in a local market to be 
limited. An investor may not have the resources to locate and effectively investigate properties in 
25 distant markets. Moreover, a tax-deferred exchange, while providing an opportunity for 

enhanced asset growth through refurbishment and improved property management, may not meet 
an investors current cash requirements. 
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SUMMARY 

In general, in one aspect, the invention features a method for providing investor liquidity 
and portfolio growth. The method includes (a) acquiring properties from investors through tax- 
preferred transactions, at least one of the properties being acquired from one of the investors in 
5 exchange for an interest in an investment entity; (b) disposing of at least one of the properties 

that falls outside of an investment profile; (c) enhancing the value of at least one of the properties 
by physical improvements; and (d) redeeming interests of investors by the investment entity. 

Implementations of the invention may include one or more of the following features. The 
investment profile may include income producing real estate such as inner-city residential rental 
10 properties, distressed properties, properties for which a purchase price for an individual property 
% :f divided by a total rent obtained from such property is low relative to other properties located in a 
Cm surrounding area, or residential rental properties for which rents are below market for a 
H neighborhood proximate to such properties. 

^ The investor may make a tax-free contribution of the property in exchange for an interest 

l§y in the investment entity. The redemption of interests of investors may be limited at any one time 
q to a predetermined portion of a value of the properties held by the investment entity. 
];f In general, in another aspect, the invention features a system of managing investment 

EH assets. The system includes (a) an investment entity for receiving tax-preferred contributions of 
at least one property from at least one investor in exchange for an interest in the investment 
20 entity, and for managing, holding and exchanging properties through tax-preferred transactions; 
(b) an investment profile comprising a disciplined portfolio approach that uses diversification 
and contingent risk minimization; (c) a computer system to record and analyze investments held 
by the investment entity and to analyze other properties within the investment profile for possible 
investment by means of tax-preferred transactions and to determine which properties held by the 
25 investment entity may fall outside the investment profile and which are suitable for disposal; (d) 
a management entity to actively enhance the value of properties held by the investment entity by 
means of physical improvements, refurbishment and management efficiencies; and (e) a plan of 
redemption of interests of investors. 

In implementations of the invention, the management entity may be the same as the 
30 investment entity, and the investment entity may also receive cash investments. 

Among the advantages of the invention are one or more of the following: (i) pooling 
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investments to provide asset diversification; (ii) relieving individual investors of the day to day 
responsibility for asset management and providing economies of scale to such management; (iii) 
deferring tax liability for investors who contribute assets other than cash that have a built-in gain; 
(iv) providing liquidity for investors, allowing them to time the taxation on their investment and 

5 spread the gain over time and possibly lower rate brackets; (v) deferring taxes on increases in 
asset value when assets are disposed of which no longer meet a desired investment profile; (vi) 
broadening the selection of available assets suitable for tax deferred exchange; and (vii) 
improving the asset value growth potential of the portfolio of pooled investment assets by active 
management of the assets. 
10 Other advantages and features will become apparent from the following description and 

l ;f from the claims. 

K DESCRIPTION OF DRAWINGS 

W Figure 1 is a block diagram of an investment management structure, 

fq Figures 2 and 3 are flow charts. 

1 &j DETAILED DESCRIPTION 

!;:% Figure 1 shows a block diagram of an investment management structure. An investment 

O entity 10 acquires, holds, and disposes of investment properties. It uses a management entity 12 

to do the actual management of the properties, which entity may be one or several separate 

entities, and may include the investment entity itself. The investment entity may be a limited 

20 partnership, a limited liability company or other entity which under applicable tax law is eligible 

for and meets the tax deferral objectives. The management entity may be any convenient entity. 

An entity such as a limited partnership which provides for no or limited taxation at the entity 

level (a pass-through entity) is desirable. 

The term "tax preferred" means tax deferral (such as by means of a like kind exchange 

25 which results in no recognition of gain at the time of exchange) and includes any other 

techniques for tax deferral and minimization. 

Investors 15, 20 and 25 may acquire units 35, 45 and 55 of the investment entity by 

outright purchase for cash 40 or by contribution of property 30 for units. It is desirable that these 

property contributions be tax-free or tax-deferred. Investors may liquidate all or limited portions 

30 of the units they hold by redemption of such units 55 for cash 50 as described below. 
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A property 60 that does not meet a defined investment profile may be exchanged by the 
investment entity 10 for a property 65 which does meet the investment profile. A property may 
fail to meet the investment profile because it is of a type that the investment entity and its 
management believe is not suitable for chosen investment objectives, because it cannot be 
5 managed economically or is outside the expertise of management personnel, or because it does 
not offer the potential for above-market rates of return at a reasonable level of risk (e.g., because 
it has negative cash flow and little room for growth in revenue). 

A computer 68 and database 70 storage system are used to keep track of, calculate and 
report as needed each investor's book and tax basis for units, including allocations of income and 
10 expenses. The management entity 12 uses a computer and database 70 to identify properties 60 
^ that are eligible under tax law and appropriate economically for disposition, for managing 
8 1 properties during the holding period and monitoring appreciation, and to evaluate offers when 

s-- — 

p selling properties. In addition, the computer and database are used in the detailed tax record- 
p!1 keeping required for each investor and for analyzing the tax effects of potential tax-deferred 

: fir 

1 1 3 exchange transactions. 

□ Figure 2 shows a flowchart of the investment management process. The investment entity 

10 receives 75 properties and cash, and the investors receive units in the investment entity. The 
CH investment entity reviews 78 its portfolio of properties and determines 80 whether any properties 
are not within the investment entity's 10 investment profile. The investment entity 10 disposes 

20 85 of those properties outside of the investment profile, by favorable tax-deferred exchanges as 
appropriate. The computer 68 and database 70 are used to evaluate properties against a database 
of previously purchased and rejected property profiles, analyze their potential for achieving 
target internal rates of return and the sensitivity of the return to changes in variables, and plan for 
appropriate diversification (e.g., as to geographic location, size, types of units, types of tenants). 

25 After a property is acquired, the computer and database are used to manage the records relating 
to the properties and to provide systematic reporting regarding each property so as to aid in its 
efficient management. The computer and property database are subsequently used to identify 
properties in the portfolio that should be disposed of because they have achieved the increase in 
value that produces an internal rate of return within the target range. 

30 The investment entity 10 through the management entity 12 actively manages 82 the 

properties it holds by, for example, refurbishment, renovation, physical improvements and 
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improved management of the rental and leasing process. The investment entity 10 utilizes 87 the 
computer 68 and database 70 to keep track of transactions and record and allocate expenses so as 
to be able to report the necessary financial and tax information to investors. 

Figure 3 shows a flow chart which diagrams how limited investor liquidity is provided. 
5 Beginning at 100, the investment entity 10 determines 105 whether any investors have requested 
redemption of some or all of their units. If not, then the investment entity 10 determines 135 if it 
is appropriate to make a distribution, such as resulting from cash surplus to requirements. If 
redemptions are pending, then the investment entity 10 determines 1 10 if the total value of such 
redemptions exceeds a predetermined limit on redemptions. Such a limit may be imposed so as 
10 to prevent excess redemptions at a single period of time that might otherwise jeopardize the 
'% investments of other investors. If there are excess redemptions requested above the limit, then the 
: M amount available to meet the redemption requests is pro-rated 120 among the requesting 
Q investors. The investment entity 10 determines 120 if it holds sufficient cash to satisfy the 

pending redemption requests, and if not, it liquidates or leverages its 125 holdings to meet the 
1§M cash requirements. Pending redemption requests (pro-rated as determined at 120 if necessary) are 
r ] then paid to requesting investors. 

f !f If the investment entity 10 determines 135 that a distribution is appropriate (for example, 

01 because a property was sold without being replaced in a like-kind exchange), it may decide to 
□ make a distribution 140 to holders of units in the investment entity 10. 

20 A record is kept 145 in a computer 68 and database 70 of the details of the transactions, 

valuations of properties, expenses and other transactions of the investment entity, each investor's 
ownership position and its value, and each investor's share of the tax basis items for each 
property (so as to be able to report accurately to an investor, upon request, information necessary 
for annual tax reporting or for determining gain if his units are redeemed). The computer 68 and 

25 database 70 are also used 150 to track possible investments, model investment strategies, and 
compare possible properties against such models. 

In a specific example, the investment entity is a limited partnership. The investment 
profile consists of moderately priced residential income producing properties located in 
transitional, inner-city locations, ranging from small buildings containing one to four units to 

30 larger buildings containing up to 200 units. 

Inefficient markets provide the opportunity to earn higher returns than other investments 
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of similar risk. Real estate is a relatively inefficient market because (i) each property is unique; 
(ii) there are few transactions; (iii) there are many unsophisticated buyers and sellers; (iv) 
transaction costs are high; and (v) financing can be difficult to obtain. The investment entity can 
enhance the value of its holdings (and thereby the value of units in the investment entity held by 
5 investors) by applying a disciplined portfolio approach to selecting properties of varying sizes, in 
different markets, and with a variety of physical and financial characteristics (e.g., location, state 
of repair, tenant mix, existing financing, and availability of new financing). 

The market of poorly managed residential buildings in transitional residential 
neighborhoods in inner-city areas provides an opportunity for higher returns from inefficient 
10 markets. Factors contributing to the inefficiencies of such a market include (i) significant 
'~lt government regulation; (ii) large variances in rents for similar units; (iii) large differences in the 
Cn physical condition of buildings; and (iv) no room for lateral growth. In this example, the 
b investment entity will look for markets in which the demand for housing is high and the supplies 
limited. 

liJ Neighborhoods are evaluated on a block-by-block basis. The proximity of public 

p transportation, parks, retail services, educational facilities and police presence have a significant 
2f impact on an area's desirability. These factors also play an important role in stabilizing or 
01 destabilizing a neighborhood. A computer system 68 and database 70 are used to store, arrange 
fU and evaluate information concerning potential investment areas. 

20 Such properties offer the opportunity of asset value enhancement over and above market 

rates of appreciation. An important manageable aspect of enhanced asset appreciation in real 
estate is increasing rents. Consequently, in the example described, there will be a particular 
focus on improving the properties to achieve higher rents. 

In an aspect of the invention, a computer is used to assist in evaluating income producing 

25 residential properties. The computer uses a spreadsheet to compare the rent rolls of a proposed 
target property with other similar properties in the area, and also against a presumed market rent 
roll for the property in question, assuming all of the units of the property could be rented anew at 
market rates. Properties are sought which are renting at fifty to sixty percent of market rates. 
Properties are further evaluated by examining the vacancy rate, management of the property, 

30 physical condition, dangerous conditions, whether some tenants are undesirable (e.g. dealers in 
illegal drugs), whether there may be building code violations, problem tenants (e.g. tenants 
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behind in their rent), whether there are problems with physical security such as missing locks and 
whether the property may be unclean. 

Estimates are made regarding the cost to address each of these conditions, including 
refurbishment and repair, and the time and cost to eliminate undesirable and problem tenants and 
5 replace them with rent-paying tenants at market rates. Markets are chosen in which the 
management entity is familiar with local rental laws. 

In selecting properties and disposing of properties, a disciplined portfolio approach to the 
mix of properties may also form a part of managing the investment entity. Capital can be 
allocated to minimize contingent risk by devoting no more than a pre-defined percentage of the 
10 capital to acquiring equity in properties, reserving a specified percentage for negative cash flows 
and property improvements during the period after initial acquisition while problems are being 
addressed, and reserving the balance for contingencies such as unexpected repairs or 
O improvements. Care must be taken to assure that there is a good mix of properties (e.g. number 

of units, rent-controlled and non-rent-controlled units, income producing properties vs. 
li=^ properties in the initial stages of refurbishment which may produce negative cash flows), 
p Other investment profiles and asset types may be utilized. 

Having selected an investment profile and identified a market, individual assets may be 
Cfl targeted. In the example described, once neighborhoods are identified, individual buildings are 
p selected based primarily on the opportunity for increasing rents. Particular focus can be given to 
20 the following factors: (i) properties with rents which are below market for the neighborhood; (ii) 
distressed properties or properties offered at foreclosure sales where such properties may be 
obtained at a purchase price that compares favorably with nearby properties; (iii) properties 
where the gross rent multiplier (purchase price divided by total rents) is low relative to other 
properties in the area. 

25 Individual investors frequently lack the expertise or resources to manage their individual 

properties as efficiently as may otherwise be accomplished. The investment entity, holding a 
broader array of properties, is able to afford more expert management because of the economies 
of scale. 

Maintenance of common areas may be improved, and where significant building code 
30 violations exist when a property is first obtained, these are corrected. When tenants move, 
individual units may be renovated. Because a single investment entity may hold numerous 
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properties, the investment entity can afford to have managers with significant expertise in 
dealing with local rent regulations, which give a competitive advantage over property owners 
without such expertise in managing properties subject to rent controls. Similarly, by managing 
creation of vacancies and rehabilitation of vacant rental units, such units may be offered at higher 

5 rents. The attractiveness of such rehabilitation frequently results in existing tenants being willing 
to obtain rehabilitated apartments at higher rents. 

Financing in such neighborhoods is sometimes unavailable due to the neighborhood's 
state of transition and the properties' condition. In such situations, the investment entity is able 
to obtain private mortgages. Although these loans carry interest rates that are higher than 
10 institutional loans and require short-term balloon payments, they permit the investment entity to 

^ obtain discounts in the purchase price of properties and maximize the beneficial effect of 

01 leverage on its investment returns. 

h Assets that are no longer susceptible of enhanced asset value growth, such as through 

^ improvements and efficient management, may be sold or exchanged for assets that meet the 
il5 investment profile. Tax deferred exchanges are utilized wherever possible so as to maximize the 
ri after-tax return to investors. 

^ In the example described, properties held by the limited partnership may be sold or 

i s 

01 exchanged when the rent rolls have been increased to near market and a price (or value, in the 
n case of an exchange) may be obtained for the property at the high-end of the targeted sale 

20 multiple range for the location and the type of property. The form of the transaction will depend 
upon the needs of the limited partnership and the desirability for tax-deferral. In addition, as may 
frequently be the case, a property held by an investor may be acquired which does not fit the 
investment profile. In the present example, an investor may offer a Chicago office building or a 
Florida strip shopping center. While such a property may meet the applicable requirements for a 

25 tax-free contribution to the investment entity, permitting the investor to continue his investment 
by holding units in the investment entity 10 without incurring tax, the investment entity 10 may, 
after satisfying holding period requirements for tax purposes, dispose of the property through 
sale or tax-deferred exchange to obtain one or more properties that do meet the investment 
profile. 

30 To meet the liquidity goals of investors and its own cash needs, the investment entity 10 

will maintain some cash. In the example described, cash may be obtained from the sale of units 
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in the investment entity, from cash flow produced by the assets held by the investment entity, 
from borrowed funds, and from sales of assets or boot obtained in an exchange transaction. 
Additionally, the limited partnership may engage in mortgage lending. The desirable amount of 
cash to be held by the investment entity 10 will fluctuate depending upon the cash needs of the 
5 entity to meet its investment goals, including acquisition of properties and maintenance and 
refurbishment, as well as the cash requirements of investors. 

To balance the interests between current cash needs of investors and investors desiring to 
maximize their return by continued holding of their investments, the investment entity may put 
limitations on the amount of an investor's holdings which are eligible for liquidation by the 
1 0 investment entity at any particular time. Such limitations may take the form of allowing 
W redemptions only at specified intervals, or limiting the total of such redemptions during any 
01 period to a limited percentage of an investor's holdings or a percentage of the total value of 
^ properties held by the investment entity, or a combination of one or more of these limitations. By 
W offering the opportunity for an investor to liquidate portions of such investor's holdings in the 
1§3 investment entity through repurchase of such interests by the investment entity, an investor is 
L afforded the opportunity to obtain some cash without becoming subject to tax on the investor's 
N gain in the entire investment. 

g n Because the investment entity permits investors to acquire units (through cash or real 

property contributions) at any time and provides for periodic liquidation rights, an investor who 

20 enters subsequent to an earlier investor will, if the value of the assets held by the investment 
entity have appreciated, obtain a portion of the unrealized value experienced by the earlier 
investor. Conversely, an investor who exercises a liquidation option realizes his pro-rata share of 
the appreciation and value of the units of all the investors who remain. For each investor, the 
disparity between the fair market value of an investment unit and its lower tax basis is subject to 

25 burdensome tax basis accounting rules requiring the use of a computer system. Such computer 
65 and database 70 system keeps track of and calculates each investor's book and tax basis for 
units, including complex allocations of income and expenses required by the present tax code. 
Because the investment entity may accept contributions of properties that have built-in gain at 
the time of contribution and because tax-deferral techniques will be used in managing the 

30 portfolio, the system also must track the basis effects for each investor on a property-by-property 
basis. 
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Other implementations are within the scope of the following claims. For example, other 
investment profiles and other types of investments may be used. An investment profile might 
include other kinds of real estate, commercial establishments, antique cars, yachts or resort 
condominiums. Other provisions of the tax code that provide for preferential tax treatment may 
also be used. 
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